FINANCIAL ANALYSIS 

The 1993 Five Year Plan identifies defense of the company'^ core domestic 
tobacco business in 1993 as a strategic imperative. The resultant rollback in 
premium branded cigarette prices has a profound impact W the company’s 
consolidated financial results. Specifically, 1993 income from operations and 
earnings per share will be down 9.9% and 8.3% respectively versus 1992, as the 
company defends share and reinvests in a strong brand franchise in the domestic 
tobacco market. Following this reinvestment year, the company regains its 
positive earnings momentum from 1994 onwards, albeit off a lower base. Over the 
entire five year time frame income from operations and earnings per share grow at 
annualized rates of 8.6% and 11.9% respectively, markedly lower than the growth 
experienced in past years. 

Philip Morris will continue to be a prodigious cash generator. Although free cash 
flow will decrease by 12.2% in 1993 to $2.5 billion, it will be essentially flat in 1994 
and climb steadily thereafter, reaching a record $5.1 billion by 1997. Cumulative 
free cash flow for the years 1993 through 1997 will be $17.8 billion. The base Plan 
assumes use of 36.3% ($6.5 billion) of this cash for acquisitions, net of 
divestitures, and 6.8% ($1.2 billion) for share repurchases, leaving a remainder of 
$10.1 billion. 

Assuming acquisitions and share repurchases at these levels, a significant 
deleveraging of the company would occur, with consumer products debt 
decreasing from $16.3 billion in 1992 to $10.8 billion in 1997, while cash balances 
build to $6.8 billion over the same time period. In this base Plan scenario, the 
consumer products debt to equity ratio declines from 1.29 to 1 to .39 to 1 and 
funds available rises to $37.7 billion (at a 1.5 to 1 debt to equity ratio) by 
December 31, 1997. A significant portion of the dollar amount identified for 
acquisitions has already been committed to for Freia Marabou and other not yet 
closed deals. The $6.5 billion total assumed for both identified and new 
acquisitions is a planning assumption, not a limit, and outstanding acquisition 
opportunities in excess of this figure will be considered. 


INCOME STATEMENT 


Income from Operations increased 10.6% in 1992 to $11.0 billion, up from $9.9 
billion in 1991. Net earnings were $4.9 billion in 1992, up 64.3% from 1991 on a 
reported basis, and up 17.5% when 1991 net earnings are adjusted for the 
restructuring of food operations as well as the cumulative effect of change in 
method of accounting for post retirement benefits (SFAS 106). Earnings per 
Share in 1992 were $5.45, up 20.0% over 1991 Earnings per Share of $4.54, with 
similar adjustments made for 1991 food operations restructuring and SFAS 106. ^ 
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Our Five Year Plan projects revenue growth of 8.1% per annum, with consolidated 
revenues growing from $59.1 billion in 1992 to $87.2 billion in 1997. All operating 
units contribute to this revenue growth, although leadership shifts based on pricing 
plans and growth patterns. Annualized tobacco revenue growth of 9.3% exceeds 
food revenue growth of 7.3%. Food revenues as a percentage of total operating 
revenue decline from 48.6% in 1992 to 46.9% by 1997, reversing the increases of 
the late Eighties which peaked in 1990. International revenue growth substantially 
exceeds domestic growth for both food and tobacco as international operations 
contribution to revenue increase,from 37.9% in 1992 to 45.4% by 1997. 


The following table provides revenue projections for each of our operating 
companies: 


($ millions) 

Reven 

1992 

iue bv Operatirv 

1993 

? Company 

1SSZ 

CAGR 

1992-97 

CAGR 

1993-97 

PM USA 

12,010 

10,201 

15,194 

4.8% 

10.5% 

PM International 

13.961 

17.342 

25.392 

12.7% 

10.0% 

Total Tobacco 
% of Total 

25,971 

43.9% 

27,543 

43.4% 

40,586 

46.5% 

9.3% 

10.2% 

KGF International 

8,429 

10,197 

14,243 

n.i% 

8.7% 

GF USA 

7,068 

7,711 

10,019 

12 % 

6.8% 

Kraft USA 

7,422 

7,503 

8,910 

3.7% 

4.4% 

Canada 

1.336 

1.320 

1.575 

3.4% 

4.5 

KGF NA 

15,765 

16,534 

20,504 

5.3% 

5.5% 

Kraft Foodservice 

3,591 

3,813 

5,239 

7.8% 

8.3% 

Kraft Food Ingredients 

—9.QZ 

778 

_33fl 

0.5% 

4.6% 

Total Food 
% of Total 

28,753 

48.6% 

31,322 

49.3% 

40,916 

46.9% 

7.3% 

6.9% 

Miller 

3,976 

4,125 

5,103 

5.1% 

5.5% 

PMCOMVCAOther 

431 

480 

633 

8.0% 

7.2% 

Total PM 

59,131 

63,470 

87,238 

8.1% 

8.3% 

Total PM w/o PM USA 

47,121 

53,269 

72,044 

8.9% 

7.8% 


Available profit will increase at a 7.3% annualized rate from $24.0 billion in 1992 to 
$34.1 billion in 1997. The available profit margin as a percentage of revenue, 
which climbed from 34.9% in 1986 to 40.6% in 1992, will be in the 37% to 39% 
range during the plan years. PM USA's available profit margin will decline from 
63.6% in 1992 to 49.6% in 1997, reflecting the price rollback on premium brands in 
1993. Miller's available profit margin will increase from 28.0% in 1992 to 33.7% in 
1997, resulting from productivity efforts and higher margin products to be 
developed over the Five Year Plan time frame. KGFNA's available profit margin 
will rise from 45.5% in 1992 to 49.7% in 1997, benefiting from productivity gains 
and favorable product mix. PM International and KGF International will boost 
available profit margins by 1.7 and .9 percentage points respectively, with both 
units carefully managing price gaps versus branded and private label competition. 
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Marketing expenditures will increase by 6.4% on/annualized basis, from $11.0 
billion in 1992 to $15.0 billion in 1997. General and administrative expenses will 
increase by 5.1% annually to $2.4 billion, and research and development 
expenses will grow 5.3% annually. 

Income from Operations will decline in 1993 for both PM USA and for the company 
as a whole, but will then grow steadily through 1997. Consolidated 1997 IFO of 
$16.6 billion represents 8.6% annualized growth versus 1992, and 13.8% 
annualized growth versus the lower 1993 base. PM International, KGF 
International, Miller, Kraft Foodservice, and PMCC all have IFO growth rates well 
above the company's aggregate growth rate. Annualized 1992 to 1997 IFO growth 
for the company excluding PM USA will be 15.2%. As a result of PM USA's 
negative IFO growth rate over the five year Plan period, the percentage of total 
company Income from Operations sourced from tobacco will decline from 66.3% in 
1992 to 60.1% in 1997. 



Decreasing interest expense and relatively stable goodwill amortization over the 
five year time frame will serve to boost the net earnings growth rate 3.0 
percentage points above the 8.6% growth in Income from Operations. Net 
earnings will grow at an annualized rate of 11.6%, increasing from $4.9 billion in 
1992 to $8.6 billion in 1997. Net interest expense will decrease to $.9 billion in 
1997 from $1.5 billion in 1992 as debt is paid down. 
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Earnings per Share will increase by 11.9%/per annum, .3 percentage point? more 
than net earnings growth, growing from/$5.45 in 1992 to $9.55 in 1997. The 
average shares outstanding decreases in 1993 by approximately 27 million 
shares, as a result of aggressive share repurchase activity in 1992 and the first 
quarter of 1993. Without further share repurchases, shares outstanding increase 
by 3 to 5 million shares per year for a net projected reduction of 10 million average 
shares over the five years. 


CASH FLOW 

Consumer products generate $40.6 billion in operating cash flow over the next 
five years: $29.9 billion from net income, $9.4 billion from depreciation and 
amortization, $.6 billion from deferred income taxes, and $.7 billion from reductions 
in working capital. This operating cash flow will be used to invest $8.4 billion in 
capital expenditures and pay $15.1 billion of dividends, leaving cumulative free 
cash flow of $17.8 billion , with $.7 billion of dividends from PMCC to the parent 
company as a reconciling item. 

PMCC generates $3.8 billion operating cash flow, comprised of $1.0 billion of 
earnings and $2.8 billion of deferred taxes. The finance company will require $5.6 
billion for investing activities and $.7 billion for the aforementioned dividend, 
resulting in a net increase of $2.5 billion in finance company debt. 


By 1997, consume/prbducts free cash flow will rise to $5.1 billion, compared to 
$2.8 billion in 1992) reflecting annualized growth of 12.6%. Tobacco will continue 
to be the major source of free cash flow during the plan, with PM International by 
far the fastest growing source of free cash flow. 


($ millions) Free * 

Cash Row bv Oi 

1992 

aerating Comoa 

1993 

QJ£ 

1997 

TOTAL 

1993-97 

PM USA 

2,943 

2,171 

2,986 

12,536 

PM International 

1.112 

Lm 

3.553 

12.Q2S 

Total Tobacco* 

4,055 

3,511 

6,539 

24,562 

KGF International 

322 

257 

996 

2,865 

KGFNA 

951 

908 

1,784 

6,678 

Kraft Foodservice 

(13) 

8 

63 

189 

Kraft Food Ingrecfients 

_as 

_ 14 1 

_4fl 

11§ 

Total Food 

1,298 

1,169 

2,883 

9,848 

Miller 

202 

252 

435 

1,645 

Dividends, Interest, Corporate Exp. 

(zzsn 

(2*47-5) 

(4.8m) 

(18.241) 

Total PM (Consumer Products) 

2,798 

2,457 

5,056 

17,814 


•Includes PM I Latin America Foods 




The year-end dividend rate will increase by 5% in 1993, with subsequent year 
increases to closely match net earnings growth. The 1997 year-end dividend rate 
is projected to be $5.22, which represents 15.0% annualized growth from the 1992 
year-end annual dividend rate of $2.60 per share. Dividends declared as a 
percentage of Earnings per Share will climb from a payout ratio of 43.1% in 1992 
to 53.3% in 1993, and then will decline to 50.1% by 1997. 

Capital expenditures will be $1.4 billion in 1993 and in the $1.7-$1.8 billion range 
in all subsequent years. Cumulative five year capital expenditures of $8.4 billion 
will exceed book depreciation by $2.2 billion over the five years, causing the book 
value of net fixed assets to rise, albeit more slowly than revenues. From a cash 
flow perspective, the $9.4 billion favorable impact of depreciation and amortization 
will exceed planned capital expenditures by $1.0 billion. 

KGF North America proposes $3.3 billion in capital expenjfctures and KGF 
International $2.5 billion. Total expenditures for the food operations will be $6.2 
billion. Tobacco operations expenditures of $2.5 billion consists of $1.4 billion for 
international and $1.1 billion for domestic operations. Miller’s expenditures will 
total $.7 billion over the five years. As in past years, the corporation has hedged 
the total capital spending projected by the operating companies to reflect historical 
spending patterns. In this case the total outlay has been hedged back by $1.0 
billion to $8.4 billion. 

Roughly one third of the $17.8 billion of cumulative free cash flow remaining after 
dividends and capital expenditures will be deployed for $6.5 billion in acquisitions, 
net of divestitures. The Plan assumes no further cash is devoted^Shaf®— 
repurchases beyond the $1.2 billion used in the first quarter of 1993 to buy back 
17 million shares. Given that cumulative free cash flow exceeds acquisitions and 
share repurchases by $10.1 billion, additional funds can be deployed for 
acquisition and/or share repurchase activity opportunistically as circumstances 
dictate. 

BALANCE SHEET 

Total assets will increase from $50.0 billion in 1992 to $70.1 billion in 1997. PM 
International, KGF International and PM Capital Corporation will support their 
growth with an aggregate $12.1 billion increase in assets. KGFNA will continue to 
have the largest asset position in the corporation, increasing to $22.9 billion in 
1993, then decreasing to $22.5 billion by 1997 as capital investment is offset by 
goodwill amortization. The Corporation's accumulation of cash is reflected in other 
assets in the following schedule. 
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(£ millions) Composition 

of Consolidated Operating Company Assets 



1992 

1993 

1997 

PM USA 

4,828 

4,669 

4,592 

PM International 

4.746 

6.238 

8.504 

Total Tobacco 

9,574 

10,907 

13,096 

% of Subtotal 

19.9% 

20.9% 

21.7% 

KGF International 

8,984 

10,741 

12,165 

KGFNA 

22,503 

22,906 

22,538 

Kraft Foodservice 

808 

828 

1,037 

Kraft Food Ingredients 

383 

,,..-245. 

262 

Total Food 

32,678 

34,720 

36,002 

% of Subtotal 

68.0% 

66.6% 

59.5% 

Miller 

1,545 

1,857 

1,894 

PMCC/MVC/Other 

4.258 

4.649 

9.467 

Subtotal 

48,055 

52,133 

60,459 

Other Assets 

1.959 

555 

9.689 

Total PM 

50,014 

52,688 

70,148 


While total assets are projected to increase by 40.3%, total liabilities will increase 
by only 13.1%, from $37.5 billion in 1992 to $42.3 billion in 1997. The resulting 
increase in stockholders equity from $12.6 billion in 1992 to $27.8 billion in 1997 is 
a gain of $15.2 billion, the majority of which is explainable by three factors. These 
are a $5.8 billion increase in cash and equivalents, above the $1.0 billion on the 
year end 1992 balance sheet, a $2.7 billion increase in net fixed assets, and a 
$5.5 billion decrease in consumer products debt. A detailed balance sheet can be 
found at the end of this section. 

Consistent with this substantial buildup in equity and significant reduction in debt, 
the company's debt to equity ratio declines sharply over the five years. Consumer 
products debt to equity ratio will decline from 1.29 to 1 in 1992 to .39 to 1 in 1997. 
On a consolidated basis, including PMCC debt, the debt to equity ratio declines 
from 1.45 to 1 to .55 to 1. 

Funds Available will reach $37.7 billion by December 31, 1997, calculated at a 
debt to equity ratio of 1.50 to 1. This $37.7 billion would be comprised of $6.8 
billion of cash and equivalents on hand, and $30.9 billion of additional debt 
capacity. At a more conservative debt to equity ratio of 1.0 to 1, funds available 
would reach $23.8 billion by the end of 1997. 


RETURNS 

Consolidated return on assets will drop in 1993 and then steadily improve over the 
balance of the five year time frame, increasing from 13.2% in 1992 to 15.8% by 
1997. All of the consumer products units except PM USA project improvements in 
return on assets over the five years, while PMCC's return on assets declines 
slightly reflecting the continuing liquidation of Mission Viejo. 
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Re t urn pn As sets 


(Percent) 

1222 

1993 

1221 

1222 

1996 

122Z 

PM USA 

106.9 

64.6 

72.5 

84.5 

93.8 

106.9 

PMI 

22.1 

23.8 

25.1 

27.5 

30.4 

34.9 

KGFI 

4.9 

4.9 

5.6 

6.5 

7.4 

8.5 

KGFNA 

14.2 

13.7 

13.6 

14.8 

15.9 

17.2 

KFS 

1.9 

5.5 

7.2 

8.6 

8.9 

9.6 

KFI 

8.0 

8.6 

12.0 

13.3 

14.6 

16.1 

Miller 

10.5 

14.2 

13.9 

17.3 

18.9 

23.6 

PMCC 

4.0 

3.9 

3.9 

3.7 

3.6 

3.5 

Consolidated 

13.2 

11.5 

12.1 

13.4 

14.4 

15.8 


Return on management investment measures the return on net investments for 
which operating company management has responsibility. As with return on 
assets, all consumer products operating companies are expected to show 
significant improvement over the five years. 




Return o.nJtanagement Investment 



(Percent) 

1222 

1222 

1221 

1222 

1222 

J22Z 

PM USA 

232.7 

155.7 

173.0 

208.8 

243.0 

284.1 

PMI 

45.4 

45.9 

45.4 

49.9 

55.5 

64.4 

KGFI 

13.7 

11.9 

13.4 

15.2 

17.2 

19.6 

KGFNA 

38.4 

37.3 

37.6 

39.6 

41.8 

44.8 

KFS 

5.1 

11.0 

14.6 

17.4 

18.2 

20.0 

KFI 

13.5 

15.9 

20.7 

22.1 

24.2 

26.5 

Miller 

23.1 

30.4 

29.8 

37.1 

40.9 

50.9 


7 


—-Soafeet https://wwwjndustry documents -.uc sf . edu/do csZgsbkQQQQ— 


2047354410 







COMPARISON TO PRIOR PLANS 


The following table shows how Philip Morris' consolidated net earnings in the 
current Five Year Plan compares to projections made in prior Five Year Plans: 


($ millions) 


Consolidated Not Earnings 



1989 

1989 

1990 

1991 

1992 

1222 

1224 

1225 

1225 

1988 Plan 

2,290 

2,679 

3,135 

3,668 

4,291 





1989 Plan 

2.337(A) 

2,690 

3,359 

4,048 

4,876 

5,867 




1990 Plan 


2.946(A) 

3,535 

4,253 

5,133 

6,196 

7,478 



1991 Plan 



3.540(A) 

4,267 

5,125 

6,156 

7,410 

8,922 


1992 Plan 




4.202(A) 

5,005 

6,005 

7,206 

8,703 

10,491 

1993 Plan 





4.939(A) 

4,391 

4,903 

5,936 

7,121 


Consolidated net earnings are projected to grow from $4,939 million in 1992 to 
$7,121 million in 1996, at an annualized growth rate of 9.6%. Last year's Plan 
projected net earnings growth at a 20.3% annualized rate, with net earnings 
reaching $10,491 million by 1996. 

Last year's Plan was based on an assumption of continued expansion in available 
profit margins which were projected to rise from 40.6% in 1992 to 44.7% by 1996. 
The current Plan assumes we will build off the profit gains that were achieved over 
the past five years. After absorbing the adjustment of repositioning PM USA in 
1993 the Plan projects that available profit margins will stabilize in the 37 to 39% 
range during the Plan years. 

Among the operating units, PM USA and PM International have the most different 
earnings growth profile versus last year's Plan. PM USA projected 1992-96 net 
earnings growth of 11.8% in last year's Plan, while this year’s Plan projects sharply 
lower 1993 IFO in conjunction with the price reduction for premium brands, 
followed by 11.4% annualized IFO growth from 1993 to 1997. PM USA had grown 
earnings at twice the growth rate of the industry over the last five years. 
Attempting to grow profits at the same pace in the future could undermine our 
premium brands. 

PM International 1992-96 income from operations had been projected to grow at 
an ambitious 26.7% rate in last year's plan, while this year's Plan projects still 
impressive 1992-96 annualized growth of 19.5%. In the intervening twelve 
months, a series of unforeseen events have occurred. ECOFIN legislation 
passed, resulting in a standardized excise tax treatment across the European 
Common market. The lingering recession accelerated down trading across the 
Continent. International competitors attacked Marlboro with high quality value 
brands more vigorously than in the past. In Germany, Rolls gained in popularity at 
an advantageous price point made possible by their favorable excise tax 
treatment. 
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Lower net earnings translates into lower earnings per share in all years versus last 
year's Plan. Earnings per share growth for 1992 through 1996 is now projected at 
a 10.0% CAGR, versus 20.2% projected in last year's Plan. 



Consolidated return on equity of 39.4% was 2.4 percentage points higher in 1992 
than projected in last year's Plan as a result of stepped up share repurchases. 
Return on equity in 1993 and beyond is lower than in last year’s Plan as a result of 
lower projected net earnings. 



PLAN RISK ASSESSMENT 

Although the 1993 Five Year Plan projects lower net earnings in 1993 and all 
subsequent years, one should not automatically conclude the Plan is therefore 
less risky. In fact, there are a number of significant risks to the Plan. While we are 
confident that the revised pricing strategy for domestic tobacco will lead to the 
hoped for market share gains, the possibility of a higher than planned Federal 
excise tax interjects added uncertainty and risk to an already dynamic situation. 

The new Administration has proposed higher corporate income taxes as part of an 
overall economic package that may help stimulate long term economic growth but 
thus far has not buoyed consumer confidence. KGF North America is continuing to to 
work on ways to address a 1994 "earnings gap" problem versus targets contained 
in this Plan. Both international units assume they will transcend challenging ^ 

trading conditions worldwide to deliver superior earnings growth in the five year ^ 

Plan period while acknowledging the aggressive nature of their plans. 
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The Plan assumes a doubling of the Federal excise taxes in two increases of $6 
per thousand (120 per pack). However, there is a risk that a much larger increase 
ip the FET, to $1 per pack, could occur causing industry volume to decline 15 to 
20% in 1994 and to decline at an average rate of approximately 5% per year 
thereafter. If such a large FET increase were approved, we would have to look at 
alternative pricing strategies that hold4 our IFO at an acceptable level without 
reigniting discount growth. $4. 

The Clinton Administration has put forward a proposal to raise the corporate 
income tax by 2 percentage points to 36 percent. This change has not been 
approved by Congress and has not been reflected in the Plan financials. If 
enacted, it would reduce 1993 net earnings and EPS by $105 million and 
$0.12/share respectively after partial offsets from investment and research credits. 

Two risks which were mentioned in last year's Plan, economic deterioration and 
slower international earnings growth rates, have to a significant degree been 
recognized in this year's Plan. Ail units have factored current worldwide economic 
slow growth conditions into their plans. As previously mentioned, PM International 
has planned earnings growth at a lower rate than in last year's Plan which reflects 
Increased competitive activity, higher excise taxes, and accelerating consumer 
preferences for value priced entries. While there is a risk that even a 19.6% IFO 
growth target for PM International may prove overly optimistic in light of the above, 
every effort will be made to achieve these results. 
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